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9 Lessons in fiscal federalism 
for Somalia 


Building fiscal sustainability 
and national cohesion 


Solomon Negussie 


9.1 Introduction 


Federal or decentralised systems are not ‘one-size-fits-all’ arrangements. They 
cannot be regarded in essence as either beneficial or harmful; nor are they the 
answer to all governance problems. The solution to these depends both on 
an institutional design that responds to critical challenges faced by a particular 
country and on the political will to make that design work successfully in the 
context of existing political forces.! 

With that noted, federal or decentralised systems have proven useful in 
managing diversity and resolving political conflict. They have helped ensure 
the fair distribution of resources and the deepening of democracy and rule of 
law, particularly once the relevant local context has been taken into account.? 
This is so because diversity or conflict manifests itself in such forms as regional 
economic imbalance, clan-based mobilisation, and regionalism.? 

Similarly, the perennial conflict in Somalia can be attributed to state and 
institutional failure, clannism, and regionalism, all of which make the prospect 
of restoring order a daunting task. Consequently, as is the case in many African 
countries, Somalia has embarked on the creation of a federal structure that 
could address these problems. 

As the country ponders the question of what a meaningful system of the 
federation would be, a central question is whether the current fiscal arrange- 
ment provided by the 2012 Provisional Constitution is adequate. Could it help 
in the implementation of a system that ensures an equitable distribution of 
national financial resources? 

The chapter examines this key question by analysing the scholarly literature 
on fiscal federalism and examining how Somalia’s Provisional Constitution 
identifies the basic features of fiscal federalism. In so doing, the chapter focuses 
on major issues of institutional architecture, including the assignment of 
functions and revenue sources, the question of natural resources and inter- 
governmental transfers, and the nature of managerial capacities involved in 
decentralisation. It is argued that important lessons can be drawn from the 
literature on fiscal federalism and applied in Somalia to address conflicts around 
autonomy, equity, political stability, and intergovernmental relations. 
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The chapter is divided into four sections. The first is the present introduc- 
tion; the second examines the political background of Somalia's federal struc- 
ture, while the third presents the theoretical framework of and rationale for 
fiscal federalism. These initial discussions lay the foundations for the analysis 
in the final section, which engages with the design of Somalia’s Provisional 
Constitution and its implications for fiscal federalism. In this analysis of the 
constitutional design of fiscal federalism (and the related assessment of various 
constitutional lacunae), the study identifies some valuable fiscal lessons that 
should be borne in mind in an attempt to institutionalise a full-fledged federal 
system in Somalia. 


9.2 The political background to Somalia’s federal structure 


Somalia, located in the north-eastern region of Africa known as the Horn 
of Africa,’ is one of the most homogeneous countries on the continent? It 
was declared an independent state in 1960 when it arose from a union of 
British and Italian Somaliland. After the fall of President Siad Barre in 1991, it 
descended into conflict and insecurity; within months, the national state and 
its institutions collapsed. The governance of various regions was taken over by 
warlords with armed clan militias, while control of the capital, Mogadishu, was 
divided along clan and sub-clan lines. The armed conflict resulted in the loss 
of life, destruction of property, and human displacement on a scale unprec- 
edented in Somali history. 

In 1991, Somaliland declared independence (though this was not recognised 
by the international community), and in 1998 Puntland followed suit. These 
two regions are relatively stable and enjoy constitutions, elected parliaments, 
presidents, courts, and other public institutions. Meanwhile, the rest of the 
country remained volatile, with control shifting between warlords, the Union 
of Islamic Courts (UIC), al-Shabaab, and foreign militias. 

A number of peace processes were brokered by the international and 
regional community, all aimed at security, state reconstruction, and nation- 
building, while military interventions were mandated by the African Union 
(AU), the Intergovernmental Authority on Development (IGAD), and the 
United Nations (UN). These efforts led to multiple transitional arrangements 
and culminated in the formation of the Federal Government of Somalia (FGS) 
in 2012.^ 

The present federal government was formed after Somalis held their first 
post-civil war election in September 2012. It is mandated by the Provisional 
Constitution, which was approved in August 2012 by the 824 members of the 
Constitutional Assembly, a body established by means of a clan-representation 
formula. With regard to governance, the Constitution provides for a blend of 
parliamentary and presidential systems. The President is elected by a minimum 
of two-thirds of the members of the two federal houses, who vote together in a 
special joint session. He appoints a Prime Minister, who in turn appoints cabi- 
net members in consultation with him. Executive power is divided between 
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the President and Prime Minister (leading at times to a power struggle between 
them). Parliament is given the power to either approve or reject the cabinet 
and its programme of action. 

As in other federations, the central aims of Somalia's federal system are to 
seek unity through diversity, strengthen the economy, ensure the fair distribu- 
tion of resources, and maintain peace and security throughout the land. It is, 
however, important to bear in mind the particular circumstances of Somalia's 
acceptance of a federal system. 

Whith regard to diversity, while almost all Somalis speak the same language 
and practise the same religion, namely Islam, individuals have strong allegiances 
to the clan system and hold to the cultural differences between clans. Fiseha is 
hence correct to argue that diversity in Somalia has unique characteristics and 
that they should be taken into account when considering the role federalism 
can play in Somalia. He observes that 


[though Somalia is perceived as constituting a single ethnic group speaking 
same language and practicing Islam, the clan structure remains a primary 
source of affiliation and basis for political action just like ethno-nationalist 
mobilization is in other parts of [Africa]. It appears to [outweigh] class, 
religion or other forms of socio-political mobilization.’ 


Lack of security and political stability have fuelled the country’s economic 
and fiscal challenges, while prolonged conflict and the devastation inflicted on 
public institutions have led to a dismally low level of public service provision. 
Although pastoral and rain-fed agriculture is the backbone of the economy, 
international assistance and remittances from the Somali Diaspora play a sig- 
nificant role as well. 

As a result of these factors, the system of government is constrained by a 
variety of issues not addressed as such by the Constitution. While some of 
them have been left for further negotiation (among them questions regard- 
ing taxation and the basis for creating states), others require the establishment 
of institutions and the assurance of security. For the moment, the federalisa- 
tion process is incomplete: issues regarding the allocation of powers between 
the two levels of government and those concerning key institutions such as 
the highest court have yet to be settled. So, although the 2012 Provisional 
Constitution of Somalia has declared a federal system, the latter’s effectiveness 
remains to be seen. One of the key factors in ensuring that system’s effective- 
ness will be the implementation of a sustainable form of fiscal federalism. 


9.3 Fiscal federalism: theoretical framework and rationale 


Fiscal federalism, widely discussed under the heading of ‘fiscal decentralisa- 
tion',? is concerned with the distribution of expenditure responsibilities, the 
allocation of taxation power, the execution of intergovernmental transfers for 


adjusting fiscal imbalances, the management of regional borrowing, and the 
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establishment of mechanisms for enabling fiscal relations between levels of 
government. 

The traditional normative approach to fiscal federalism (often dubbed *first- 
generation theory’) is based on the three major functions it serves in the public 
sector: macroeconomic stabilisation, income distribution, and resource allo- 
cation.? The approach is in favour of assigning a macroeconomic stabilisa- 
tion function to the central government, as the latter is considered inherently 
national in nature; conversely, subnational levels of government are regarded 
as ineffective in dealing with the issues of unemployment and inflation or as 
lacking the necessary instruments (such as fiscal and monetary policies) for 
dealing with them. 

Income distribution is also understood as the responsibility primarily of a 
national government. Similarly, the view is that the central or federal govern- 
ment is well placed to manage taxation policies (aimed at bringing about desir- 
able levels of income redistribution from the wealthy to the poor) and address 
any regional disparities in this regard. Nevertheless, it is sometimes argued that, 
in certain countries at least, subnational governments do indeed have some 
redistribution functions inasmuch as they distribute benefits in kind: the alloca- 
tion function is then, in principle, the responsibility of all tiers of government. 

Traditional normative theory is associated, above all, with the decentralisa- 
tion of expenditure responsibilities and the centralisation of revenue responsi- 
bilities, for the purpose of achieving ‘efficiency’ and ‘equity’ in the federation. 
It also emphasises the importance of transfers in addressing the problem of 
vertical and horizontal imbalances. 

However, the theory has been challenged for its unquestioned assumption 
of ‘benevolent government'.'? Such an assumption fails to consider the impact 
of individuals, political parties, and corruption, all of which suggest the need 
for an approach grounded in political economy. Above all, the legal, politi- 
cal, and administrative aspects of institutional building and intergovernmental 
collaboration to enhance good governance have not been duly considered." 
This critical position reflects the *second-generation' approach to fiscal federal- 
ism, one which assumes public officials have goals that are induced by political 
institutions and which may diverge from maximising the welfare of citizens. 

Literature about fiscal federalism focuses on a number of interrelated issues. 
It deals with the question of ‘who does what’ — that is, the distribution of 
expenditure responsibilities, something which in a federal system depends on 
the constitutional division of powers. The literature also examines the division 
of revenue-raising powers between the federal government and the regions, 
as well as the causes of fiscal imbalances between tiers of government and the 
effects these have on the execution of their respective responsibilities. The 
literature deals, too, with the design and objectives of intergovernmental trans- 
fers, which can help establish a meaningful relationship between tiers of gov- 
ernment, and analyses institutional arrangements for managing fiscal relations 
between the tiers of government — a scope of enquiry that includes the regula- 
tion of regional borrowing arrangements. 
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'The rationale for fiscal federalism is best understood in relation to the 
broader objectives of federalism or decentralisation. Ebel and Yilmaz assert that 
addressing ‘inefficient governance, macroeconomic instability, and inadequate 
economic growth’ are the main objectives of decentralisation.'? At the same 
time, federalism is regarded as a useful institutional arrangement for accommo- 
dating diversity, ensuring self-rule at a subnational level and fair representation 
at a national level, managing regional economic disparities, and maintaining 
national unity. 

In a decentralised or federal system, fiscal federalism provides important 
tools for realising such objectives since it helps promote efficiency, improves 
service delivery, emphasises the equitable distribution of resources, manages 
conflicts arising from resource claims, and generally enhances transparency and 
accountability. Various studies suggest that federal financial arrangements can 
do much to help a particular system be efficient, equitable, autonomous, and, 
at the same time, accountable.? 

It should be noted that the application of the principles of fiscal federalism 
1s influenced by the political and economic system, financial resources, level of 
economic development, and constitutional and legal framework of the particu- 
lar country in question. Shah argues that federal or decentralised systems show 
a considerable degree of success when fiscal arrangements respect diversity in 
local identities and preferences and “pay special attention to regional economic 
divisions to ensure a level playing field to strengthen the economic union’.'* 
An effective fiscal arrangement is, according to Ahmad and Searle, ‘the glue 
that holds the nation together’.'® 


9.4 The building blocks of fiscal federalism in Somalia 


This section examines key political and legal issues around fiscal federalism. 
Consequently, it addresses the following areas: (1) the institutional framework 
that was designed to ensure participation of the constituent units in the federal 
power-sharing arrangement; (ii) the constitutional model for the distribution 
of expenditure responsibilities; and (iii) the assignment of revenue sources in 
general and natural resource taxation in particular. Other aspects of fiscal fed- 
eralism are considered in the subsections which follow. 


9.4.1 Institutional framework for subnational governments 


In any federation, the main elements of fiscal federalism need to be anchored 
in the Constitution and related jurisprudence. This simple fact reminds us that 
the fiscal arrangement functions within the broader objective of balancing self- 
rule with a shared rule.'^ If a country adopts federalism so as to promote non- 
centralised decision-making, enhance democratic participation, and efficiently 
address diverse interests or preferences, an evaluation of the institutional archi- 
tecture concerning subnational governments is essential. From the viewpoint 
of fiscal federalism, three main issues need to be examined." 
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The first is the question of the number and size of the constituent units. 
Are these sufficient to provide needed goods and services at the local level? As 
Dafflon puts it, '[F]iscal federalism is about sharing power: one cannot decen- 
tralise responsibilities and revenues to subnational government levels without 
institutionally organising the effective participation of subnational governments 
in the decision-making process.'? The representation of subnational units at 
the federal level is necessary for sharing power in the legislative process and 
deciding on matters to do with expenditure and revenue. This is usually made 
possible through the Upper House or second chamber. 

Secondly, federalism brings the government closer to the people so that 
public goods can be delivered according to the needs of local residents. The 
constitutional division of power between the federal and regional govern- 
ments and the decentralisation of power from the regional to the local level are 
intended to enhance citizens’ participation, their ability to express preferences, 
and their influence over public decisions. 

The third issue concerns institution-building and the promotion ofaccount- 
ability at the subnational level. Appropriate institutions have to be built and 
maintained so that they can structure the devolution of power to subnational 
levels and thereby promote accountability and public participation. Almost 
all constitutions recognise the importance of building institutions and pro- 
moting efficiency and accountability. However, emerging federations like 
Somalia struggle to fulfil their commitments and abide by their constitutional 
obligations. 


9.4.1.1 The status of Somalia’s constitutional framework 


Article 48 of the Provisional Constitution of Somalia establishes two levels of 
government: the level of the federal government (FGS) and the level of the 
Federal Member States (FMSs), comprising state as well as local governments. 
The Constitution provides that the boundaries of districts (local governments) 
are determined by a law enacted by Parliament, but it remains unclear whether 
the powers and functions of local governments are to be defined by the Federal 
Constitution or by the respective member states. Unlike the general prac- 
tice in other federations, the Somali Constitution provides only guidelines for 
determining the number of constituent units and their powers and functions. 
According to article 49 of the Constitution, the number of member states and 
their boundaries is to be determined by the House of the People of Federal 
Parliament upon the recommendation of a commission established by the 
House. The article states that ‘the boundaries of member states shall be based 
on the boundaries of administrative regions as they existed before 1991’, but 
also insists that ‘two or more of these regions may voluntarily merge to form 
a state’. 

Somalia’s institutional structure is still a work in progress. Article 48(1)(b) of 
the Provisional Constitution provides, as noted, that the FMS level is made up 
of state and local governments. Consequently, Somalia is defined as a federal 
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republic with three layers of government: the centre, the member states, and 
the local governments. This implies that functions should be assigned to the 
three levels, a process that, as per arücle 54, involves negotiation between the 
federal government and the member states. The outcome of the negotiation 
decides whether the allocation of powers to the local level is left to individual 
member states alone without leaving an option open for the federal govern- 
ment to bypass the regional government level. 

The Federal Constitution serves to define federal institutions and allot their 
powers and functions; however, state legislatures and executive bodies are to 
be defined by the respective state constitutions — the latter in turn need to be 
harmonised with the provisions of the Federal Constitution, as per article 121. 
This implies that each level of government has the power to establish and con- 
trol its own public institutions so as to ensure its autonomy. At the same time, 
the Constitution emphasises collaboration between levels of government, fur- 
ther to which it sets out principles governing the establishment of, and rela- 
tionships between, institutions that facilitate interaction between the different 
levels of government. 

For example, the Constitution establishes an Upper House as a means of 
ensuring the participation of constituent units in federal law-making. According 
to article 49, the Upper House serves to represent the interests of the mem- 
ber states and safeguard the federal system, while, according to article 50, the 
House of the People is there to represent the citizens. Although the FMSs thus 
participate in the law-making process at the federal level through the Upper 
House, the latter — aside from its role in the passing of budget laws — has no spe- 
cial power over fiscal matters relating to the allocation of federal grants or shar- 
ing of revenue. Institutional dialogue is there to enhance collaboration in the 
law-enactment process in case of disagreement between the Upper and Lower 
Houses, or in case of disagreement about the introduction and passing of laws. 

Members of the House are directly elected by the people in each state, but 
the Constitution does not mention whether they can assume office in the state 
executive. In terms of article 72, each state has an equal numerical representa- 
tion, with the total number of representatives limited to no more than 54. In 
addition to its legislative power, the Upper House assumes a shared role in any 
amendment to the Constitution and in the establishment of federal institutions. 

Allin all, the legal framework for bringing the government closer to the peo- 
ple is still under development in Somalia. Once the institutional framework is 
complete, the next steps would be to ensure the continuous participation of citi- 
zens in government planning, implementation, and overseeing of service deliv- 
ery activities. However, as with so many emerging federations," there are still 
concerns around downward accountability and continuous societal participation. 


9.4.2 Assignment of functional responsibilities 


Central to expenditure assignment is the question of which functions are to 
be divided between the tiers of government. From the economic point of 
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view, the need for this is argued on the grounds of efficiency, manageability, 
autonomy, and accountability. In federations, the distribution of responsibili- 
ties for expenditure is determined primarily by the Federal Constitution. In 
this regard, the division of responsibility turns mainly around the constitutional 
division of legislative and executive powers. Federal systems vary widely in the 
form, scope, and content of the functions they assign to different tiers of gov- 
ernment. To understand the division of expenditure responsibilities, we focus 
on the division of executive powers. There are two models in this respect:*° the 
dualist and the integrated model.” 

In the dualist model, each jurisdiction delivers on functions which are 
assigned exclusively to it; the integrated model, by contrast, involves strong col- 
laboration between the federal government and the states. As Saunders argues, 
many federations design their constitutions so as to meld the two approaches, 
making them dualist in some respects and integrated into others.” In general, 
though, Federal Constitutions specify ‘exclusive’, ‘concurrent’ and ‘residual’ 
powers on the basis of the approach they take to the division of legislative and 
executive powers; there can also be asymmetrical arrangements that require 
sustained negotiation. 

As shown in Table 9.1, Shah, proceeding in terms of normative economic 
theory, proposes a framework which assigns expenditure on the basis of the 
divisions between policy-making and standard-setting, production, supervi- 
sion, and regulation. In reality, of course, things are always messier than this 
neat depiction suggests — even where economic criteria provide the ration- 
ale for assigning a function to either level of government, the final decision 
remains a political one. Shah’s conceptualisation also fails to take into account 
the fact that collaboration between local governments can take extremely 
diverse forms. However, as Dafflon and Madies note, ‘This classification of 
functions is rudimentary but it has the merit of insisting on the distinction to be 
made between [policy-making], regulatory functions and public service supply 
functions.” The proposal thus retains some relevance, albeit the need remains 
for collaborative approaches. 


9.4.2.1 Expenditure assignment in Somalia: A work in progress 


The principles for allocating powers and functions between levels of govern- 
ment in Somalia are contained in the Provisional Federal Constitution. Its arti- 
cle 54 assigns four functions to the federal government: “(a) Foreign Affairs; (b) 
National Defence; (c) Citizenship and Immigration; (d) Monetary Policy’. In 
terms of this article, the allocation of the remaining powers is to be negotiated 
and agreed upon by the FGS and FMSs. Until such an agreement is reached, 
the question of how to assign powers and functions between federal and state 
governments remains open. 

Another important principle in the Constitution is that of subsidianty. 
Here, article 50(b) declares that “power is given to the level of government 
where it is most likely to be effectively exercised'. Though not synonymous 
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Table 9.1 A representative assignment of expenditure responsibilities 


Function 


Policy, standards, Provision and Production and Comments 


and oversight 


administration supervision 


Interregional and 
international 
conflict resolution 

External trade 


Telecommunications 
Financial transactions 
Environment 
Foreign direct 
investment 
Defence 
Foreign affairs 
Monetary policy, 
currency, banking 


Inter-state commerce 


Immigration 
Transfer payments 
Criminal and civil law 


Industrial policy 


Regulation 
Fiscal policy 
Natural resources 


Education, health, 
and social welfare 
Highways 


Parks and recreation 
Police 


Water, sewer, refuse, 
fire protection 


U 


U, ICB 


Constitution, N 


U 

U,N,S 

P 

P 

U,N,SL 

L P 

N N, P 

N N 

ICB ICB, P 

N P 

N N 

N N 

N N 

N P 

N, S, L N, S, L, P 
N,S,L N, S, L, P 
N,S,L N, S, L, P 
SL S, L, P 
N,S, L N, S, L, P 
N,S, L N, S, L, P 
S L S,L 

L L, P 


Benefits and costs 
international in scope 


Benefits and costs 
international in scope 

Has national and global 
dimensions 

Has national and global 
dimensions 

Externalities of global, 
national, state, and local 
scope 

Local infrastructure critical 


Benefits and costs national 
in scope 

Benefits and costs national 
in scope 

Independence from all levels 
and banking essential; 
some international role for 
common discipline 

Constitutional safeguards 
important for factors and 
goods mobility 

U due to forced exit 

Redistribution 

Rule of law, a national 
concern 

To avoid beggar-thy 
neighbour policies 

Internal common market 

Coordination is possible 

Promotes regional equity and 
internal common market 

Transfers in kind 


Benefits and costs of various 
roads vary in scope 
Benefits and costs of various 
roads vary in scope 
Primarily local benefits 
Primarily local benefits 


Note: U, supranational responsibility; ICB, independent national bank; N, national government; 
S, state/provincial government; L, local government; P, non-government sector/civil society. 

Source: A Shah, ‘Introduction: Principles of Fiscal Federalism’ in A Shah (ed), The Practice of Fiscal 
Federalism: Comparative Federalism, Montreal, McGill-Queens University, Forum of Federations 


(2007), pp 8-9. 
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with it, subsidiarity 1s often linked to decentralisation. The subsidiarity princi- 
ple requires that functions be carried out by the lowest levels capable of doing 
so. The advantage of subsidiarity 1s thus that it maximises accountability and 
responsiveness to citizen preferences and, at the same time, allows for diversity 
(that is, similar but not identical levels of service). 

In such assignments, questions of limited local capacity, spillovers, and econ- 
omies of scale and scope also demand attention. Capacity and subsidiarity have 
to be weighed against each other, and only when this is done can a function 
properly be reserved to the local level. Hence, it is strongly recommended that 
functions which cross jurisdictions at the local level (public health, environ- 
mental policy, national roads) should not be assigned. Federations vary in the 
allocation of some expenditures, as for instance with regard to health and edu- 
cation. Thus, for instance — following the principle of subsidiarity — efficiency 
and responsiveness to local needs suggest that health and education should be 
decentralised; at the same time, the need for equity and national standards sug- 
gests that the national government must play a role. 

Unsurprisingly, arrangements differ significantly from one country and sec- 
tor to another: principles as such cannot provide a simple, single answer in 
which *one-size-fits-all'. Somalis likewise do what appears to fit the specific 
circumstances best, as shown in Table 9.1. 

Currently, the de facto arrangements are highly asymmetrical in terms of 
resources and autonomy, while the federal government assumes responsibil- 
ity for other matters within Mogadishu and Benadir states. Any constitutional 
revision has to make it clear whether this is what Somalis want to build into 
the system. A federal government restricted to the capital city and with no 
spending power in the states is not a common feature of federations, though 
the experience of other countries always needs to be carefully analysed and 
assessed. 

Asymmetry may be used as a means to accommodate regional political claims 
but 1s likely to result in variable capacity and the sharing of resources, conse- 
quently exacerbating rather than relieving tensions between regions. “Learning 
by doing’ is always a good option, but the kind of constitutional framework 
that Somalis want will need to be clarified over time. 


9.4.3 Assignment of revenue-raising powers 


Once expenditure responsibilities are defined, a framework is needed in which 
each tier of government can levy or generate its own finances without creat- 
ing conflict between the tiers. In practice, however, fiscal disputes have shown 
themselves to be inevitable and the degree of tax autonomy enjoyed by sub- 
national governments varies widely. In this subsection, we consider how the 
assignment of taxes is discussed in the literature and compare this with the 
situation in Somalia. 

As a matter of principle, finance follows function: the allocation of financial 
sources enables or constrains governments in the exercise of the responsibili- 
ties for expenditure assigned by the Constitution.** While it is often said that 
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there 1s no ideal system for allocating tax powers, the principles of allocation 
regularly lead to the centralisation of taxes and significant decentralisation of 
expenditure responsibilities. This fact can be attributed to the four general 
principles for assigning tax powers to different levels of government.? 

The first principle — economic efficiency — dictates that taxes which con- 
tribute to macroeconomic stability should be allocated to the national govern- 
ment; similarly, taxes on mobile factors that affect economic efficiency should 
be assigned to the centre. The other side of this argument is that subnational tax 
sources should be stable. The next principle relates to concerns about “national 
equity'. This dictates that tax bases that are unevenly distributed (such as taxes 
on lucrative natural resources) should be assigned to the central government. 

The third principle, administrative feasibility, aims at minimising tax eva- 
sion and administrative cost and increasing tax compliance. In this regard, user 
fees and other benefit taxes are seen as better addressed by the level of govern- 
ment that renders the particular service. The fourth principle, suggested by 
Anwar Shah, is ‘fiscal need or revenue adequacy’, which entails that, ‘to ensure 
accountability, revenue means should be matched as closely as possible with 
expenditure needs’.” It is worth remarking, however, that it is not always easy 
to make this principle fit coherently with the other three. 

Although federations differ in how they implement these principles, we 
may observe three broad approaches to the assignment of the tax power. A 
constitution may assign tax sources to the federal government and the states 
separately and allow each to have exclusive tax powers within its own sphere. 
A concurrent power of taxation may also exist where the federal government 
and the states have equal constitutional authority to levy the same kind of tax 
with respect to the same category of persons, business, or item. Furthermore, a 
constitution could provide for joint or shared taxes. Here, the power of legisla- 
tion and levying taxes is assigned to the federal level, while the states reserve 
the right to share some or all of the proceeds from specified taxes. Table 9.2 
outlines various ways of assigning revenue-raising power through taxes, fees, 
and charges to the federal and subnational levels of government. 


9.4.3.1 Tax assignment in Somalia 


The 2012 Provisional Constitution does not categorise sources for the federal 
government and the member states with respect to the allocation of revenue- 
raising powers but rather sets out a few general principles. Article 54 provides 
that ‘the allocation of powers and resources shall be negotiated and agreed 
upon by the Federal Government and the Federal Member States’ (pending the 
formation of Federal Member States). A further guiding principle, stipulated in 
article 50(f), is that ‘revenue-raising responsibilities should be given to the level 
of government that can exercise that responsibility most effectively’. 
Accordingly, the details of the division of revenue-raising power (for 
example, the listing of revenue sources, tax bases, and the revenue-sharing 
arrangements between the different levels of government) would have to be 
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negotiated in the process of establishing a permanent constitution. Despite this 
lack of detail on the division of tax sources, taxes are being levied and collected 
on a geographical basis, primarily by FMSs, as demonstrated in Table 9.3. 

Currently, the FMSs levy and collect taxes within their geographical bound- 
aries, while the FGS collects taxes from Mogadishu and the Benadir region 
(sharing a proportion of these with Benadir)." In general, there are a variety 
of reasons as to why the federal government's ability to raise revenue has been 
weak and that it is therefore unable to provide much-needed public goods and 
services throughout Somalia. 

The primary reason is that the federal government lacks a constitutional 
mandate to diversify and implement its federal tax power across Somalia. But 
there are also other reasons. According to Abdinasir and Isak,? some of the 
main challenges arise from dealing with ‘hard-to-tax’ sectors,” poor admin- 
istrative capacity, insecurity and political instability, the incomplete transition 
to the federal system, outdated laws and poor enforcement of those laws, and 
customs-related problems. Further reasons for limited revenue capacity include 
a lack of transparency and accountability in enforcing tax laws, as well as weak 
public trust in the government’s commitment to spending taxes for public 
purposes. 

Despite these challenges, the federal government aims at increasing its rev- 
enue capacity by broadening its tax bases in the Benadir region, adjusting tax 
rates, harmonising tax laws with member states, and modernising its tax admin- 
istration system. In this regard, the Federal Ministry of Finance claims to have 
introduced a number of tax reforms since 2013. Policy changes have intro- 
duced tax and custom charges on certain imported items, broadened income 


Table 9.3 Distribution of tax bases in Somalia (in practice) 


Type of tax Federal Government Puntland 
of Somalia 


Customs duty 

Sales tax 

Telecoms charges 

Corporate income tax 

Turnover tax 

Personal income tax (public sector) 
Personal income tax (private sector) 
Land/property taxes 

Stamp duty 

Vehicle taxes 

Business taxes 

Departure/visa fees 
Airport/harbour fees and charges 


LE D c ae c LP A E A LN e. 
aes —€— ee ee eee Ke 


Administrative fees 


Source: World Bank, Somalia Economic Update, Washington (2015), p 54. 
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tax bases, and revised the colonial tax laws. The government also made some 
changes to its tax administration by introducing a tax identification number, 
establishing a large tax-payers office and IT-based revenue collection, and can- 
celling the outsourcing of tax collection to private agencies.” According to the 
Ministry of Finance report, these reform programmes increased revenue capac- 
ity from USD 69 million in 2013 to USD 183.5 million in 2018.2! 

Nevertheless, the federal government is able to exercise its taxing power 
only in Mogadishu, while all the member states continue to raise tax unilat- 
erally within their territories. The new member states also collect their own 
taxes, with the Jubaland Administration collecting customs and other port- 
related taxes. Such practices undermine the norm of sharing the revenue raised 
by these kinds of taxes with other states that do not have (for example) the 
same access to ports. 

If fiscal federalism is to be implemented in a meaningful way, the federal 
government and member states will need to redefine the assignment of taxa- 
tion so that the taxation power of the federal government extends to the states 
and harmonises the taxation regime. To do this, the federal government has 
to negotiate and design a workable revenue-sharing system and equalisation 
mechanisms so that states like the Interim South West Administration, the 
Galmudug Interim Administration, and other financially weak states benefit 
from such arrangements. Ultimately, a system produced by successful negotia- 
tion would avoid the current possibility of double taxation by the federal gov- 
ernment and the states, increase government revenue, and minimise Somalia's 
dependency on foreign aid. 


9.4.4 Revenue from natural resources 


Raising revenue from natural resources is one of the most contentious issues 
in the assignment of tax powers. Natural resource revenue is different from 
other kinds because while it can be a significant source of funds for a federa- 
tion, natural resources tend to be unevenly distributed among the federation’s 
constituents. In most cases, the Constitution defines the ownership of natural 
resources, but the definition is subject to multiple disputes related to resource 
control and administration, revenue-sharing between the federal government 
and the producing or non-producing constituent units, and issues around 
transparency and accountability.? 

In Africa in particular, achieving equitable shares in oil revenue has been 
undermined by a culture of corruption, a lack of transparency, and a great 
deal of waste and inefficiency. As a result, the delivery of social services, the 
development of infrastructure, and provisions for environmental protection are 
matters that remain almost entirely unaddressed.? This underlines the need not 
only for equitable sharing of natural resource revenue but for financial trans- 
parency and accountability. 

The sharing of revenue from oil and gas (and other rare minerals) is usually 
regarded as a subset of the sharing and transfer of grants. Revenue from oil and 
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gas can be captured in different forms, such as royalties; licenses and fees; export, 
excise, and environmental taxes; special corporate income taxes; and payments 
from state-owned companies. In many federations, issues of revenue-sharing 
are often separated from questions of control and management.** Consequently, 
political negotiations are crucial in deciding how much control to allocate to pro- 
ducing regions and how much to allocate to the federal government on behalf of 
the citizens ofthe country as a whole. Equally important in natural resource taxa- 
tion are the stabilisation of funds and issues of transparency and accountability.” 

In deciding on the allocation of natural resource revenues, there is no uni- 
formity among federations, but the following considerations often favour an 
allocation to the federal government: 


° the overall significance of the revenues for the economy and their corre- 
sponding macroeconomic impact; 

° the volatile and non-renewable nature of natural resources revenues and 
the impact of those characteristics on subnational government's fiscal 
management; 

° the potential to create significant interregional inequity if revenues are 
unevenly distributed.*° 


A number of African countries have recently been engaged in producing in and 
taxing the oil and gas sector, and countries like Somalia are looking forward 
to succeeding in their exploration efforts in order to boost their revenue yield. 
Much can be learnt from the experiences of other countries that have been 
engaged in oil production and the consequent administration of revenue. Bryan 
and Hofman, for instance, warn that the ‘prospects for successful management of 
natural resources significantly improve when democratic institutions are in place 
prior to the exploration of mineral wealth”. Suberu argues, furthermore, that 


democratic institutions, including mechanisms of vertical and horizontal 
accountability like elections and parliaments, can be harnessed to foster 
rules and procedures that can restrain the ability of political leaders to mis- 
allocate natural resources rents to themselves and/or their cronies.?? 


When the flow of natural resource revenue precedes the development of dem- 
ocratic institutions, it is much more difficult to establish effective institutions 
for the transparent and accountable allocation of resource revenues.? Resource 
governance requires all levels of government to work together to constrain 
corrupt practices, to institute meaningful decentralisation, and to entrench the 
equitable and accountable sharing of oil revenue. 


9.4.4.1 Taxing natural resources in Somalia: Whose power is it anyway? 


Although the prospect of generating revenue from natural resources such as oil 
and gas was well known in Somalia prior to the federal system, the Provisional 
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Constitution does not provide any detail on the sharing of natural resource 
revenues. It asserts a general principle of equity with regard to the sharing 
of these revenues between federal and state governments, but it makes no 
provision for federal powers of taxation, for sharing revenue on a derivative 
basis with oil-producing subnational governments, or for the allocation of any 
general or specific grants. All in all, che Provisional Constitution evades the 
issues and simply provides, in its article 44, that ‘[t]he allocation of the natural 
resources of the Federal Republic of Somalia shall be negotiated by, and agreed 
upon, by the Federal Government and the Federal Member States in accord- 
ance with this Constitution”. 

The FGS and FMSs have entered into serious discussion on the division of 
taxation powers and modes of equitably sharing natural resource revenue. The 
outcome of the negotiations will have both political and technical implica- 
tions. These will be political in the sense of defining the allocation of natural 
resource tax bases to each level of government in ways that lead to decentralis- 
ing, centralising, or concurring tax powers; they will also involve establishing 
institutions to build democracy and curb corrupt practices so as to ensure the 
transparent, fair, and equitable sharing of resources. In technical terms, the 
outcome of the negotiations will entail designing effective economic policies 
and building the necessary administrative, regulatory, and oversight capacity 
through the training and development of skilled personnel and the adoption of 
‘checks and balances’ mechanisms. 


9.4.4.1.1 INITIAL STEPS IN NATURAL RESOURCES REVENUE-SHARING 


Along with other transfer mechanisms (such as sharing revenue from customs 
and international trade), the sharing of revenue generated by natural resources 
is intended to equalise the revenue capacity of member states. At present, how- 
ever, monies collected from customs at different ports, and from trade taxes 
in general, are not centrally pooled; instead, they fall under the control of 
the states where the ports are located. Some progress has been made recently 
with regard to revenue from natural resources." The federal government 
entered into a series of agreements with FMSs, namely the June 2018 Baidoa 
Agreement, the November 2018 Fisheries Agreement, and the 2019 Revenue 
Administration Act, though it remains to be seen how fully these agreements 
will be implemented and what their impact will be on increasing the revenue 
capacity of states. 

The 2018 Baidoa meeting forged an agreement that settled the division of 
oil and other mineral revenues between the FGS, the producer FMS, the pro- 
ducer districts, and the non-producer FMS."! According to the agreement, dif- 
ferent shares are allocated to the FGS and FMSs. Thus, for instance, the federal 
government will receive 55 per cent of offshore oil profits but only 30 per cent 
of onshore oil profits; similarly, 25 per cent of offshore oil profits goes to the 
producer states, but this portion increases to 30 per cent in the case of onshore 
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Table 9.4 FGS and FMS petroleum revenue shares as per the Baidoa Agreement 


Revenue (percentage share) FGS FMS District FMS (all 
(producing) (producing) non-producing) 

Offshore profit oil 55 25 10 10 

Onshore profit oil 30 30 20 20 

Royalty 40 40 10 10 

Signing bonus 40 60 

Surface rent 30 50 20 

License fee 50 50 

Production bonus 30 50 10 10 

Corporate income tax 100 

Export tax 60 40 

Capital gains tax 50 30 20 

Seismic data 50 50 

Capacity-building 50 50 

Local community development 30 70 


Source: Agreement on Ownership Management and Sharing of Revenues from the Natural Resources 
of the Country (Oil & Minerals), signed in Baidoa, June 2018; and World Bank (n 27), p 49. 


oil profits. As can be seen in Table 9.4, the overall effect of the arrangement 
may bring about substantial horizontal imbalances between member states, as 
the proposed division favours producer states. In these cases, horizontal dispari- 
ties could have been minimised through the use of other transfer instruments, 
but this would always have been challenging in cases where the federal govern- 
ment’s tax power is highly constrained. 

At the same time, the implementation of the agreement hinges on several 
factors. The first and most important of them is the commitment of the FMSs 
to adhere to the terms of the agreement, closely followed by the ability of the 
FGS to convince oil exploration companies that their investment will not be 
affected by the nature of the oil-revenue-sharing arrangement. It is also neces- 
sary to clearly delimit the FGS's tax legislation and tax administration powers. 
Of course, much depends, too, on ensuring the good sectoral governance nec- 
essary for adequate and efficient taxation of the oil companies. The stakes are 
high, since gathering the expected national revenue from this sector is crucial 
not only for socio-economic development but for peace-building in the coun- 
try and developing trust between the FGS and FMSs. 

The Fisheries Agreement of February 2018 also brought together the FGS 
and the FMSs in a revenue-sharing accord.? This concerned the licencing for 
the exploitation of tuna and tuna-like species outside the international water 
zone reserved for Somali fisheries and the sharing of consequent revenues. 
Such licencing generates a total of USD 1.045 million per year. Table 9.5 
shows the revenue was shared between the FGS and FMSs in March 2019. 
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Table 9.5 FGS and FMS revenue shares from 
tuna licencing 


Allocation to % share 
FGS 29 
Puntland 18 
Jubaland 13 
South-West 13 
Galmudug 13 
Hirshabelle 14 
Total 100 


Source: Agreement on the Management of Fisheries & 
Revenue Sharing, signed in Addis Ababa, March 
2019; World Bank (n 27), p. 47. 


9.4.4.1.2 NATIONAL TAX ADMINISTRATION: REACHING CONSENSUS? 


The Revenue Administration Law of October 2019 is another important 
instance of agreement and collaboration. This legislation aims at increasing 
the country's revenue capacity by broadening its tax base, harmonising taxes 
at federal and state levels, and generally improving the tax administration sys- 
tem. The tax base is to be broadened by expanding the sales tax on imports, 
increasing excises and customs duties on selected imported items, and intro- 
ducing fees for various government services. The aim of improving the tax 
administration system is to enhance tax compliance and increase government 
revenue. Such improvement is to be achieved through the introduction of 
tax identification numbers, the automation of government services at reg- 
istration, renewal and payment for services, and the reduction of corrupt 
practices. 

However, a consensus is needed if the new law is to be implemented 
throughout the FMS. This has not yet materialised as there is no agreement as 
to whether the federal government should have the power to raise taxes out- 
side Mogadishu and the Benadir region. 


9.4.5 Intergovernmental transfers 


To overcome the vertical and horizontal imbalances that often exist in federal 
arrangements, Federal Constitutions envisage intergovernmental transfers in 
the form of sharing tax bases, joint tax revenue, and the allocation of grants. 
Horizontal disparities in revenue capacity mean that better-off regions are in 
a position to deliver more and better services than poorer ones; this situa- 
tion calls for a system of equalisation transfers that enable the poorer states to 
provide comparable levels of public services to their residents — such transfers 
serve to equalise spending and services across regions. However, federations 
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vary in the nature and extent of the transfers necessary to reach the desired 
level of equalisation.? In many cases, the nature and extent of the transfers are 
mandated by the Constitution, while in others the power to determine these 
matters is left to the discretion of the federal government. 

Intergovernmental transfers may take the form of general, or unconditional, 
grants or specific-purpose, conditional, or categorical grants; sometimes there 
are also separate revenue-sharing mechanisms. In principle, designing a mecha- 
nism for revenue-sharing or allocating general grants needs to address two 
main questions. First, how should the total volume of revenue transferred from 
the centre (to the states as a whole) be determined? Secondly, how should this 
gross amount (known as the total pool) be distributed between the states?* 

Specific-purpose, conditional, earmarked, or categorical grants are intended 
to finance particular programmes or projects. Also, conditional grants are clas- 
sifiable as either matching (cost-sharing) or non-matching (where the states 
are not required to spend a portion of their income to match the funding by 
the central government). Ahmad and Craig argue that specific-purpose grants 
seek to impose conditions on the use of grants in order to maintain nationwide 
standards for the provision of services such as health and education.* But the 
objective may go further and seek to address the problems associated with the 
provision of public goods by allocating funds to scarcely endowed areas. Such 
grants may also play a role in curbing financial embezzlement, inefficiency, and 
corruption, as the federal government retains the power to set conditions as 
well as control and audit spending. 

In general, fiscal transfers to subnational levels of government can have sev- 
eral objectives. These include addressing vertical imbalances (by improving 
revenue adequacy); equalising fiscal capacity horizontally (through inter-juris- 
dictional redistribution); correcüng any inter-jurisdictional spillover effects; 
correcting any major administrative weaknesses; and streamlining bureaucratic 
procedures.^^ The objectives may be achieved in various ways. The use of a 
grant formula to define the transfer objectively is one that has been widely 
adopted. Other formulas include those for equalisation transfers, expenditure, 
revenue-raising capacity, per-capita equalisation, and equalising revenue-rais- 
ing capacity. 


9.4.5.1 The prospects for transfers in Somalia 


The available reports show that all of Somalia’s member states have fiscal 
deficits, along with widely divergent revenue-raising capacities." In the 2019 
financial year, the fiscal disparity between the states was high, ranging from a 
little less than USD 3 million in the state of Hirshabelle to more than USD 62 
million in Puntland as shown in Table 9.6. Such disparities can be attributed 
to the fact that the major sources of revenue in Somalia are customs duties and 
trade taxes, with the yield from these taxes differing considerably from one 
state to another. The states of Puntland and Jubaland, for instance, can rely on 
port services, customs, and international trade taxes, whereas the South-West, 
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Table 9.6 FGS and FMS revenue capacity, 2019 fiscal year (in USD millions) 


Governments (FGS and FMS) Revenue collected Grants received Total 


Puntland 62.4 4.9 67.4 
Jubaland 21.5 17.1 38.5 
South-West 4.7 19.8 24.5 
Galmudug 2.8 6.9 9.6 
Hirshabelle 2.7 14.8 17.5 
Federal government 173.3 109.2 338.9 


Galmudug, and Hirshabelle have very limited tax sources. There are also con- 
siderable variations in management and administrative capacity between the 
states as a result of differences in infrastructure, skilled personnel, urbanisation, 
and success in attracting businesses. This asymmetry causes problems in meas- 
uring the imbalances between the jurisdictions. 

Notwithstanding that imbalances are inevitable and transfer mechanisms 
have to be used to correct them, the Provisional Constitution does not provide 
for a division of resources or a system of transfers. What 1t does provide for 
is the “fair distribution of resources’. Although fairness is one of the general 
principles animating federalism in Somalia, it is a difficult term to apply to 
fiscal imbalances. In countries where subnational governments are guaranteed 
their share of federally collected revenue, intergovernmental transfers are the 
manifestations of the assignment of lucrative tax sources to the federal govern- 
ment." For there to be meaningful and effective transfers in Somalia, the FGS 
and FMSs would need to engage in committed negotiations to redefine the tax 
assignment issue and ensure the fair distribution of resources. 

Currently, the FMSs are strongly in favour of the fair distribution of grants 
(bilateral or multilateral) between the FGS and themselves. Revenues from local 
taxes are collected by the FGS only from the Benadir region and the city of 
Mogadishu. Transfers from the FGS are hence limited to the share of grants uni- 
laterally decided by the federal government. The available evidence, including 
that from a recent World Bank report, indicates that ‘there is no rule or formula 
that determines the amount allocated to states’. Nonetheless, the federal gov- 
ernment also makes transfers to the FMSs from the direct foreign aid it receives. 

The FMSs thus finance their expenditure from local revenue sources, their 
federal share of foreign aid transfers, and any direct aid they receive from foreign 
partners. However, a lack of transparency and the underreported flow of direct 
aid make it difficult to assess the fairness of the allocation of foreign aid and the 
overall revenue capacity of FMSs.? More than one-third of the total revenue 
available for both the FGS and the FMSs comes from foreign aid, but this can- 
not be considered a reliable source of government finance as it is unpredictable 
and volatile due to the unforeseen circumstances that donors might encounter. 
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It is, therefore, advisable to shift the transfer mechanism from sharing for- 
eign aid to sharing local revenue generated from unevenly distributed sources 
such as international trade taxes, customs duties, and natural resource taxes. 
This approach, however, would require a firm commitment to addressing 
tax assignment issues in the upcoming constitutional reform process so as to 
strengthen the fiscal power of the federal government. 


9.4.6 Functional and administrative capacity 


The political rationale for self-rule in a federal system is that subnational gov- 
ernments need legislative and administrative autonomy in order to follow the 
priorities assigned by local preferences and to allocate revenues accordingly. 
Administrative autonomy is there to enable each level of government to estab- 
lish and control its own administration and public services and execute its own 
policy decisions. This entails strengthening the capacity of local institutions 
to discharge their devolved powers and functions effectively. It is therefore 
essential to define the governance structure at the regional level, as well as to 
strengthen the capacity of subnational governments in various areas, includ- 
ing planning, implementation strategies, budgeting, accounting practices, and 
understanding laws and regulations.?! “Political capacity’ is also an important 
part of administrative capacity. As DafHon puts it: 


Political capacity is the ability of elected members of the local govern- 
ment to understand the residents’ preferences and demands, to apprehend 
the policy issues, and to behave appropriately in political assembly. It is 
also the ability to distinguish between private, pressure group and general 
local interests. “Policy capacity” belongs to the same category: identify the 
demand and clarify the issues in order to define the objectives, fix the sup- 
ply and delivery of local public services and find the appropriate means 
and tools.” 


With regard to Somalia, the key challenges are its overall political stability, 
peace, and security and the need for some degree of trust in and consensus 
on the workings of the federal system. Addressing these challenges requires 
completing the process of establishing member states, dividing powers and 
resources between the levels of government, and designing the necessary insti- 
tutions. The Constitution provides important guidelines for the formation of 
a professional civil service. This would be one in which different Somali com- 
munities are represented in a competitive manner and excluded from party 
leadership.? Article 119 of the Constitution provides: 


(1) the FGS and the FMS may recruit their employees; 
(2) there shall be a civil service both at the Federal level and at the level of the 
Federal Member States; 
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(3) the Federal Government and the Federal Member States may cooperate in 
the deployment of staff, in order to ensure that expertise and experience 
are available where needed and in order to promote national unity; 

(4) the Civil Service of the FGS and FMS shall be formed on the basis of 
proportional representation of the resident population. 


Government institutions are meant to improve the performance of govern- 
ance in general and the delivery of services in particular; it is thus imperative 
to improve the technical and professional capacity of the public sector. Somalia 
has a great deal of work to do both in clarifying the administrative autonomy of 
each level of government and in putting in place (especially at the subnational 
level) the skilled, committed, and accountable civil service it needs. 


9.4.7 Institutions for fiscal transfer 


Determining the responsible organ for designing the system of federal- 
state local transfers is a key issue for any intergovernmental transfer system. 
According to Shah, the usual tactic is for the federal government to design 
the system on its own since it is directly responsible for spending the revenue 
transferred to it by the subnational government.* This, however, has the side 
effect of limiting subnational autonomy. The problem can be minimised if the 
task is constitutionally conferred on a specific institution well regarded by the 
constituent units of the federation. 

Federal experience suggests several ways of doing this. Some federations 
opt for the formation of independent commissions mandated with advisory 
roles. Others use the federal legislature or work through the Upper House 
or some form of the intergovernmental council. Watts identifies four ways 
of shaping institutional processes for intergovernmental fiscal relations” The 
first, as in Australia, India, and South Africa, is to use independent commis- 
sions that are entrusted with the power to determine appropriate transfer 
formulas. Another method is for the Constitution to establish an intergov- 
ernmental council composed of federal and state representatives, while in a 
third method — as in Germany, Switzerland, the United States, and Belgium — 
federal grants are determined by the legislature but with strong input from 
the states through their second chambers. Finally, there is the constitutional 
design in which all forms of federal transfer mechanisms are placed under 
the unilateral control of the federal government, although in practice this 
involves a discussion between representatives of the federal and provincial 
governments. 

For Somalia, the most urgent need is to protect the system from unilateral 
control either by the federal government or by the states. Establishing an inde- 
pendent body to design and enforce intergovernmental transfers 1s the strongest 
option, noting at the same time that, in regard to federal-state relations, the 
Provisional Constitution often emphasises securing representation and con- 
sent from the FMSs (but is open to the possibility of establishing independent 
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commission). It may be possible to combine technical input from an independ- 
ent commission with giving the final say to the second chamber (where FMSs 
are represented). In this way, the system could secure a political decision from 
all jurisdictions and make the system transparent. 


9.5 Conclusion 


Somalia decided to adopt a federal form of governance with its 2004 Charter 
and its 2012 Provisional Constitution (which outlines some of the necessary 
key insütutions). The latter requires that consensus be reached on various 
aspects of fiscal federalism. While some progress has been made in defining the 
relationship between the federal government and the member states, the key 
decisions that would define the form of fiscal federalism in Somalia have still 
to be made. In this regard, the following question remains unaddressed: What 
type of fiscal transfer arrangement seems feasible for a country like Somalia, 
both to ensure fiscal sustainability and to build national cohesion? 

The present chapter explored this question by looking at the building blocks 
of fiscal federalism and asking whether these were adequately laid down in the 
Provisional Constitution and to what extent they have been put into practice. 
'The key components of fiscal federalism were identified: institutional design 
(the constitutional organisation of subnational units and their participation 
at the federal level); the assignment of functions; the assignment of revenue 
sources; natural resource revenue-sharing and intergovernmental transfers; and 
the administrative capacity necessary for ensuring fiscal discipline. 

The chapter also investigated the available options for crafting both a via- 
ble vertical distribution of resources between the federal government and the 
states, as well as identifying the variables for horizontal distribution between 
the states. In this regard, it looked at recent developments such as the 2018 
Baidoa Agreement on Petroleum and Mineral Revenue Sharing and the 2018 
agreement between the federal government and the states governing the fisher- 
ies industry. 

If federalism is to remain Somalia’s political preference, some important 
decisions still need to be made. All in all, it is clear that Somalia has yet to 
decide just what kind of fiscal federalism it wishes to adopt. The division of 
powers, functions, and revenue sources between the different tiers of govern- 
ment remains a crucial question. The chapter has sought to identify a number 
of options that would help in the country’s effort to find its way through the 
complex economic, social, and political forces that are in play. If fiscal federal- 
ism is to act in the interests of social cohesion, we argue for the importance 
of assigning custom duties, international trade tax and natural resource tax to 
the federal government while implementing a system of intergovernmental 
revenue transfer that would ensure the sustainability of common economic 
development. We recognise, too, that all of these ultimately depend on a 
prior political commitment to federalism that would enable their successful 
implementation. 
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